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EXPOSURE DRAFT 
PROPOSED STATEMENT ON AUDITING 
STANDARDS: RELATED 
PARTY TRANSACTIONS 
MARCH 15, 1975 
Issued by the Auditing Standards Executive Committee of the 
American Institute of Certif ied Public Accountants 
For Comment From Persons Interested in Auditing and Reporting 
Comments should be received by May 15, 1975, and addressed to 
Auditing Standards Division, File Ref. No. 4250 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
March 1 5 , 1975 
To Practice Offices of CPA Firms; Members 
of Council; Technical Committee Chairmen; 
State Society and Chapter Presidents, 
Directors and Committee Chairmen; Organizations 
Concerned with Regulatory, Supervisory or 
Other Public Disclosure of Financial Activi-
ties ; Persons Who Have Requested Copies: 
An exposure draft of a Statement on Auditing Standards concerning the auditing 
procedures that might be performed to identify related party transactions and to 
evaluate the adequacy of disclosure of those transactions accompanies this letter. 
This proposed Statement provides guidance on procedures that should be consid-
ered to attempt to determine the existence of related parties and to examine identi-
fied related party transactions. It also provides guidance on considerations that 
might affect the auditor's evaluation of the adequacy of disclosure of related party 
transactions. 
Comments and suggestions on any aspect of the enclosed draft are sought and will 
be appreciated. They should be addressed to Auditing Standards Division, File Ref. 
No. 4250, at the AICPA by May 15, 1975. The Auditing Standards Executive Committee 
will be interested particularly in the reasoning underlying comments and 
suggestions. 
Sincerely, 
Kenneth P. Johnson, Chairman 
Auditing Standards Division 
D. R. Carmichael, Director 
Auditing Standards Division 
PROPOSED STATEMENT ON AUDITING STANDARDS 
RELATED PARTY TRANSACTIONS 
1. This Statement provides guid-
ance on procedures that should be 
considered by the auditor when he 
is performing an examination of fi-
nancial statements in accordance 
with generally accepted auditing 
standards to identify related party 
transactions and to satisfy himself 
as to the substance of and account-
ing for such transactions, includ-
ing financial statement disclosure.1 
These procedures provide general 
guidance and they should not be 
considered to be all-inclusive nor 
required in every examination. 
2. For purposes of this State-
ment, the term related parties 
means the reporting entity; its af-
filiates;2 principal owners, manage-
ment, and members of their im-
mediate families;3 entities for which 
investments are accounted for by 
the equity method; and any other 
1
 When financial statements are present-
ed on a consolidated or combined basis, 
this Statement does not apply to trans-
actions that are eliminated in the prep-
aration of the financial statements. 
2
 The term affiliate means a party that 
directly or indirectly, through one or 
more intermediaries, controls, or is con-
trolled by, or is under common control 
with, a specified party. Control means 
the possession, direct or indirect, of the 
power to direct or cause the direction 
of the management and policies of a 
specified party whether through owner-
ship, by contract or otherwise. 
3
 The term principal owner means the 
owner(s) of record or known beneficial 
owner(s) of more than 10% of the vot-
ing interests of the reporting entity. The 
term management means any person(s) 
having responsibility for achieving the; 
objectives of the organization and the 
concomitant authority to establish the 
policies and make the decisions by which 
such objectives are to be pursued. It 
would normally include members of the 
board of directors, the president, secre-
tary, treasurer, any vice president in 
charge of a principal business function 
(such as sales, administration or finance) 
and any other individual person who 
performs similar policy making func-
tions. 
party with which the reporting en-
tity may deal when one party has 
the ability to significantly influence 
the management or operating poli-
cies of the other to the extent that 
one of the transacting parties might 
be prevented from fully pursuing 
its own separate interests. Related 
parties also exist when another 
entity has the ability to significantly 
influence the management or oper-
ating policies of the transacting 
parties, or when another entity has 
an ownership interest in one of the 
transacting parties and the ability 
to significantly influence the other, 
to the extent that one or more of 
the transacting parties might be 
prevented from fully pursuing its 
own separate interests. 
3. Examples of related party 
transactions include transactions 
between a parent company and its 
subsidiaries, transactions between 
or among subsidiaries of a common 
parent and transactions in which 
the reporting entity participates 
with other affiliated businesses, 
with management or with principal 
stockholders (or other ownership 
interests). Transactions between or 
among the foregoing interests are 
considered to be related party 
transactions even though they may 
not be given accounting recogni-
tion. For example, an entity may 
provide services to a related party 
without charge. 
4. Sometimes two or more enti-
ties are known by the auditor to be 
under common ownership or man-
agement control, but they do not 
transact business between or among 
themselves. Mere existence of com-
mon control, however, may result 
in operating results or financial po-
sition significantly different than 
would have been obtained if the 
entities were autonomous. For ex-
ample, two or more entities in the 
same line of business may be com-
monly controlled by a party with 
the ability to increase or decrease 
the volume of business done by 
each. Consequently, the existence 
of the common control and the 
method of doing business should 
be disclosed. 
5. An entity may be economical-
ly dependent on one or more par-
ties with which it transacts a sig-
nificant volume of business, such 
as a sole or major customer, sup-
plier, franchisor, franchisee, dis-
tributor, general agent, borrower, 
or lender. Such parties should not 
be considered related parties solely 
by virtue of the economic depen-
dency unless one of them clearly 
exercises significant management or 
ownership influence over the other. 
Disclosure of economic dependency 
may, however, be necessary for a 
proper presentation of financial po-
sition, results of operations, or 
changes in financial position, 
ACCOUNTING 
CONSIDERATIONS 
6. Except for the disclosure re-
quirements of the Securities and 
Exchange Commission's Regulation 
S-X and the accounting treatment 
prescribed by certain Opinions of 
the Accounting Principles Board 
when related parties are involved, 
established accounting principles 
do not require transactions with re-
lated parties to be accounted for on 
a basis different from that which 
would be appropriate if the parties 
were not related. Until such time 
as applicable accounting principles 
are established by appropriate au-
thoritative bodies, the auditor 
should view related party transac-
tions within the framework of ex-
isting pronouncements, placing pri-
mary emphasis on the adequacy of 
disclosure of the existence of such 
transactions and their significance 
3 
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in the financial statements of the 
reporting entity. He should he 
aware that the substance of a par-
ticular transaction could be signifi-
cantly different from its form.4 
7. Generally, financial statements 
should recognize the economic sub-
stance of transactions rather than 
merely their legal form. Account-
ing Principles Board Statement No. 
4, paragraph 35, states: "Although 
financial accounting is concerned 
with both the legal and economic 
effects of transactions and other 
events and many of its conven-
tions are based on legal rules, the 
economic substance of transactions 
and other events are usually em-
phasized when economic substance 
differs from legal form." 
8. Examples of transactions that 
raise questions as to their sub-
stance and that may be indicative 
of related parties are the following: 
a. Borrowing or lending on an 
interest-free basis: or at a rate 
of interest significantly above 
or below current market rates. 
b. Selling real estate to a part-
nership composed of the sel-
ler's principal officers or stock-
holders at a price equal to net 
book value when the ap-
praised value differs signifi-
cantly from book value. 
c. Exchanging property for sim-
ilar property in a nonmone-
tary transaction (see APB 
Opinion No. 29, paragraph 21) 
when one of the properties 
was recently acquired for cash 
and the other is sold for cash 
at the time of or shortly after 
the exchange. 
d. Making loans to stockholders 
with no scheduled terms as to 
when or how the funds will 
be repaid. 
AUDIT PROCEDURES 
9. An examination made in ac-
cordance with generally accepted 
auditing standards cannot be ex-
pected to provide assurance that 
all related party transactions will 
be discovered. Nevertheless, during 
the course of his examination, the 
auditor should be aware of the 
possible existence of material re-
lated party transactions that could 
affect the financial statements be-
ing examined. Many of the proce-
dures outlined in the following 
paragraphs are normally performed 
in an examination in accordance 
with generally accepted auditing 
standards even if the auditor is sat-
isfied that no related parties exist 
Other audit procedures set forth 
herein are specifically directed to 
related party transactions. 
1.0. Prior to determining the scope 
of work to he performed with re-
spect to possible transactions with 
related parties, the auditor should 
study the management organization 
and corporate structure to obtain 
an understanding of management 
responsibilities and the relationship 
of each component to the total en-
tity. He should evaluate internal 
accounting controls insofar as they 
relate to management activities and 
should consider the business pur-
pose served by the various compo-
nents of the enterprise. Normally 
the business structure and style of 
operating a business are intended 
to be responsive to abilities of man-
agement, tax and legal considera-
tions, product diversification, and 
geographical location. Experience 
has shown, however, that business 
structure and operating style are 
occasionally deliberately designed 
to facilitate related party transac-
tions. 
11. in the absence of evidence to 
the contrary, transactions with re-
lated parties should not be assumed 
to be outside the ordinary course 
of business. The auditor should, 
however, be aware of the possibil-
ity that transactions with related 
parties may have been motivated 
solely, or in large measure, by un-
favorable economic factors. Exam-
ples of such factors are the follow-
ing: 
a. Lack of sufficient working 
capital or credit to continue 
the business. 
b. An urgent desire for a con-
tinued favorable earnings rec-
ord in the hope of supporting 
the price of the company's 
stock. 
c. An overly optimistic earnings 
forecast. 
d. Dependence on a single or 
relatively few products, cus-
tomers or transactions for the 
ongoing success of the ven-
ture. 
e. A declining industry charac-
terized by a large number of 
business failures. 
f. Extremely rapid expansion of 
business or product lines. 
g. Excess capacity. 
h. Significant litigation, espe-
cially litigation between stock-
holders and management. 
i. Significant obsolescence dan-
gers because the company is 
in a high-technology industry. 
Determining the Existence of 
Related Parties 
12. The auditor should place sig-
nificant emphasis on auditing ma-
terial transactions with parties he 
knows are related to the reporting 
entity. Certain relationships, such 
as parent-subsidiary or investor-in-
vestee, may be clearly evident. De-
termining the existence of others 
requires the application of specific 
audit procedures which may in-
clude the following: 
a. Determine whether the com-
pany has procedures to iden-
tify and properly account for 
related party transactions. 
b. Inquire of appropriate man-
agement personnel as to the 
names of all related parties 
and whether there were any 
transactions with these parties 
during the period. 
c. Review filings by the report-
ing entity with the Securities 
and Exchange Commission 
and other regulatory agencies 
for the names of affiliated par-
ties and principal owners and 
for businesses in which offi-
4
 The importance of recognizing sub-
stance, when it differs from form, of 
various transactions and presentations 
has been established in authoritative 
pronouncements. Those pronouncements 
specify criteria for determining, present-
ing and accounting for the substance of 
certain transactions and events. Exam-
ples include (a) presenting consoli-
dated financial statements instead of 
separate statements of the component 
legal entities (ARB No. 51) . (b ) capi-
talizing leases (APB Opinion No. 5 ) ; 
and (c ) imputing an appropriate inter-
est rate when the face amount of a note 
does not reasonably represent the pres-
ent value of the consideration given or 
received in exchange therefor (APB 
Opinion No. 21) . 
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cers and directors occupy di-
rectorship or management po-
sitions. 
d. Determine the names of all 
pension and other trusts estab-
lished for the benefit of em-
ployees and the names of the 
officers and trustees thereof.5 
e. Review stockholder listings of 
closely held companies to 
identify major stockholders. 
f. Review prior years' work-
papers for the names of known 
related parties. 
g. Inquire of predecessor or prin-
cipal auditors as to their 
knowledge of existing rela-
tionships and the extent of 
management involvement in 
material transactions. 
h. Review material investment 
transactions during the period 
under examination to deter-
mine whether the nature and 
extent of investments during 
the period are such as to cre-
ate related parties. 
Identifying Transactions With 
Related Parties 
13. The following procedures are 
intended to provide guidance for 
identifying material transactions 
with parties known to be related 
and for identifying material trans-
actions that may be indicative of 
the existence of previously unde-
termined relationships: 
a. Provide audit personnel per-
forming segments of the ex-
amination or examining and 
reporting separately on the 
accounts of related compo-
nents of the reporting entity 
with the names of known re-
lated parties so that they are 
aware of transactions with 
such parties during their ex-
aminations. 
b. Review the minutes of meet-
ings of the board of directors 
and executive or operating 
committees for information as 
to material transactions auth-
orized or discussed at their 
meetings. 
c. Review proxy and other ma-
terial filed with the Securities 
and Exchange Commission and 
comparable data filed with 
other regulator)' agencies for 
information -as to material 
transactions with related par-
ties. 
d. Review "conflict-of-interests" 
statements obtained by the 
company from its manage-
ment.6 
e. Review the extent and nature 
of business transacted with 
major customers, suppliers, 
borrowers, and lenders for in-
dications of previously undis-
closed relationships. 
f. Consider whether transactions 
are occurring, but are not re-
corded, such as missing char-
ges for accounting or other 
management services or a ma-
jor stockholder absorbing cor-
porate expenses. 
g. Review accounting records for 
large, unusual, or non-recur-
ring transactions or balances, 
paying particular attention to 
transactions recognized at or 
near the end of the reporting 
period. 
h. Review confirmations of com-
pensating balance arrange-
ments for indications that bal-
ances are or were maintained 
for or by related parties. 
i. Review invoices from law 
firms that have performed 
regular or special services for 
the company for indications 
of the existence of related par-
ties or transactions. 
j . Review confirmations of loans 
receivable and payable bal-
ances for indications of guar-
antees. When guarantees are 
indicated, determine the na-
ture of the guarantees and 
the relationships, if any, of the 
guarantors to the reporting 
entity. 
Examining Identified Related 
Party Transactions 
14. After identifying related 
party transactions, the auditor 
5
 If the trusts are managed by or under 
the trusteeship of management, they 
should be deemed to be related parties 
for purposes of this Statement. 
6
 Conflict-of-interests statements are in-
tended to provide the board of directors 
with information as to the existence or 
nonexistence of relationships between 
the reporting persons and parties with 
whom the company transacts business. 
should apply the procedures he 
considers necessary to obtain satis-
faction as to the purpose, nature 
and extent of these transactions 
and their effect on the financial 
statements. The procedures should 
be directed toward obtaining and 
evaluating competent evidential 
matter and should ordinarily ex-
tend beyond inquiry of manage-
ment. Procedures that should be 
considered include the following: 
a. Obtain an understanding of 
the business purpose of the 
transaction.7 
b. Examine invoices, executed 
copies of agreements, con-
tracts and other pertinent doc-
uments, such as receiving re-
ports and shipping documents. 
c. Determine whether the trans-
action requires specific ap-
proval of the board of direc-
tors or other appropriate of-
ficials, and if so, that it has 
been properly approved. 
d. Test for reasonableness the 
compilation of amounts to be 
disclosed or considered for 
disclosure in the financial 
statements. 
e. When the accounts of related 
parties are examined by other 
independent auditors, consid-
eration should be given to ar-
ranging for intercompany bal-
ances to be audited as of con-
current dates, even if the fis-
cal years may differ, and for 
specified important and repre-
sentative related party trans-
actions consideration should 
be given to joint examination 
by the auditors for each of the 
parties. 
f. Inspect or confirm and obtain 
satisfaction as to the transfer-
ability and value of collateral. 
15. When necessary to fully un-
derstand or document a particular 
transaction, the following proce-
dures that might not otherwise be 
deemed necessary to comply with 
7
 Until the auditor understands the busi-
ness sense of material transactions, he 
cannot complete his examination. If he 
lacks sufficient specialized knowledge to 
understand a particular transaction, he 
should consult with persons who do 
have the requisite knowledge. 
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generally accepted auditing stan-
dards should be considered: 8 
a. Confirm transaction amount 
and terms, including guaran-
tees and other significant data 
with the other party or parties 
to the transaction. 
b. Inspect evidence in posses-
sion of the other party to the 
transaction. 
c. Confirm or discuss significant 
information with intermedi-
ates, such as banks, guaran-
tors, agents, or attorneys, to 
obtain a better understanding 
of the transaction. 
d. Refer to financial publications, 
trade journals, credit agencies, 
and other information sources 
when there is reason to be-
lieve that unfamiliar custo-
mers, suppliers and other bus-
iness enterprises with which 
material amounts of business 
have been transacted may lack 
economic substance. 
e. With respect to material un-
collected balances, guaran-
tees, and other obligations, ob-
tain information as to the fi-
nancial capability of the other 
party or parties to the trans-
action. Such information may 
be obtained from audited fi-
nancial statements, unaudited 
financial statements, income 
tax returns, and reports issued 
on examination by regulatory 
agencies, taxing authorities, 
financial publications, or cred-
it agencies. The auditor should 
decide on the degree of as-
8
 Arrangements for many of these proce-
dures should be made or approved in 
advance by appropriate client officials. 
surance required and the ex-
tent to which available infor-
mation provides such assur-
ance. 
DISCLOSURE 
16. To satisfy himself as to the 
adequacy of disclosure with re-
spect to a specific related party 
transaction, the auditor should de-
termine that he has obtained suf-
ficient competent evidential mat-
ter to enable him to understand the 
relationship of the parties, the sub-
stance of the transaction, which 
may differ from its form, and the 
effects of the transaction on the fi-
nancial statements. He should then 
evaluate all the information avail-
able to him with respect to the 
transaction and satisfy himself on 
the basis of his professional judg-
ment that the transaction is ade-
quately disclosed in the financial 
statements (sec section 430.02 of 
Statement on Auditing Standards 
No. 1). 
17. Disclosure in financial state-
ments of a reporting entity that has 
participated in related party trans-
actions should include the follow-
ing: 
a. The nature of the relation-
ship(s). 
b. A description of the transac-
tions (summarized when ap-
propriate) for the period re-
ported on, including such in-
formation as is deemed neces-
sary to an understanding of 
the effects on the financial 
statements. 
c. The dollar volume of transac-
tions and the effects of any 
change in the method of estab-
lishing terms from that used 
in the preceding period. 
d. Amounts due from or to re-
lated parties and the terms 
and manner of settlement. 
18. Except for routine transac-
tions, it will generally not be pos-
sible to determine whether, absent 
the relationship of the parties, a 
particular transaction would have 
taken place, or if it would have 
taken place, what the terms and 
manner of settlement would have 
been. Accordingly, representations 
to the effect that a transaction was 
consummated on terms no less fav-
orable than those that would have 
been obtained if the transaction 
had been with an unrelated party 
are difficult to substantiate. If such 
a representation is included in the 
financial statements and the audi-
tor is unable to reach a conclusion 
as to the accuracy of such represen-
tation, he should consider including 
in his report a comment to that ef-
fect and, depending on materiality, 
expressing a qualified or adverse 
opinion. 
EFFECTIVE DATE 
19. Statements on Auditing Stan-
dards generally are effective at the 
time of their issuance. Since this 
Statement, however, provides for 
practices that may differ in certain 
respects from practices heretofore 
considered acceptable, this State-
ment will be effective for examina-
tions of financial statements for pe-
riods ending on or subsequent to 
December 26, 1975. 
